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Some Thoughts on the “Direct Cost” Method 


for Valuing Inventories 


By A. R. KASSANDER 
(New York Office) 


From time to time during the last 
ten years or thereabouts there has 
occurred periodic discussion of the 
pros and cons of the “direct cost” 
method for valuing inventories. 
During recent months interest in 
the subject has been revived in 
publications devoted to cost ac- 
counting. 

Under the direct cost method 
charges to work in process account 
and subsequent transfer to finished 
goods account with eventual dis- 
position through cost of goods sold 
are restricted to direct material, 
direct labor and direct or variable 
production overhead expenses. 
Fixed expenses are not considered 
as attaching to the product but are 
deemed to be costs attributable to 
the period in which they are in- 
curred and are thus currently 
charged directly to income. Illus- 
trative of the type of expenses 
which are considered to be fixed 
are the following: salaries of fac- 
tory superintendent, general fore- 
men, factory administrative and 
clerical staff, receiving, warehouse 
and shipping forces; factory office 


and miscellaneous shipping depart- 
ment supplies, building mainte- 
nance, heating and lighting costs; 
fire insurance, depreciation, real 
estate taxes, etc. 


ADVANTAGES CLAIMED FOR THE 
METHOD 


The objective of the method, as 
stated by some of its advocates, is 
to produce a reported monthly 
gross profit which varies directly 
with sales, regardless of manufac- 
turing activity. That is not to say 
that the rate of gross profit neces- 
sarily remains constant since it is 
affected by changes in selling prices, 
changes in sales “‘mix,’”’ raw ma- 
terial costs, wage rates, labor pro- 
ductivity, etc. However, the rate 
and amount of gross profit as well 
as net profit are not influenced by 
the effect on unit costs of fluctu- 
ating manufacturing activity which 
may precede or follow actual sales. 
No part of fixed expenses is “‘sold’”’ 
to inventory; on the contrary, it 
is all charged to income in the 
period incurred. 
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The proponents of the direct cost 
method claim theoretical soundness 
for the method in the generally 
accepted concept that those costs 
which are functions of time should 
be recognized in the income account 
in the period in which they are in- 
curred and that only those costs 
should be deferred and matched 
against future income which are 
functions of output. Fixed manu- 
facturing expenses which continue 
regardless of activity are deemed to 
be functions of time and thus are 
charged to income account in the 
period in which they are incurred. 

The advocates of this method 
claim further that it results in more 
useful information to management 
since the income account on its 
face discloses the gross margin 
available for absorption of all fixed 
expenses regardless of type and 
thus more clearly sets forth the 
effect on profits of volume fluctua- 
tions and provides easily under- 
standable data as to the effect of 
cost fluctuations on the break-even 
point. 

Other advantages claimed for 
the method are (1) a more tangible 
and conservative inventory valua- 
tion and (2) jby eliminating from 
stated costs those elements which 
produce fluctuating unit costs, i. e., 
fixed or “‘uncontrollable’’ expense, 
there is no necessity for establishing 
“normal” plant capacity and the 
entire problem of treatment of 
under- or over-absorbed burden 
disappears. 


DISADVANTAGES OF THE METHOD 


Disadvantages connected with 
the method which are recognized by 
its advocates are limited to the 
following items: 


Stated amount of working capital 
is decreased. 

Inventories stated under the di- 
rect cost method may not be 
acceptable for federal income 
tax purposes. 

Apparent lower costs may result 
in practical sales management 
problems due to the necessity 
for greater margin between 
stated costs and selling prices. 

The method may be considered 
by independent public ac- 
countants as not in conformity 
with generally accepted ac- 
counting principles, for pur- 
poses of published reports. 


In the following discussion the 
stated disadvantages will be dis- 
cussed only briefly, and principal 
consideration will be given to the 
question as to whether or not the 
alleged advantages do in fact yield 
the benefits which are claimed for 
them. The author feels that the 
method should stand or fall on its 
merits; if the method is a desirable 
basis for valuing inventories, tech- 
nical adverse considerations can be 
resolved without great difficulty. 

The question as to conformity 
with generally accepted accounting 
principles, including a proper state- 
ment of working capital, applies 
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principally to year-end published 
statements. The direct cost method, 
on the other hand, is advocated for 
the most part for presentation of 
interim monthly reports for man- 
agement purposes. It would pose 
no difficult problem to compute a 
year-end adjustment for the purpose 
of recognizing the effect of inclusion 
of fixed charges in the inventories 
at the beginning and end of the 
year. On the other hand, it should 
not be assumed that accepted prin- 
ciples of accounting are so rigid as 
to preclude a recognition of a 
practice deemed desirable by a 
representative cross section of busi- 
ness. Obviously, adequate dis- 
closure would be required in the 
year the change became effective. 
Perhaps one of the most difficult 
aspects of the change would be 
the determination of which are 
the ‘‘fixed’”’ expenses to be absorbed 
in their entirety in the period in 
which they are incurred. 

As to the acceptability of the 
method for federal income tax 
purposes, at worst we would have 
one more case of difference between 
taxable income and income per 
books. However, a modification of 
regulations to recognize the method 
where consistently applied is not 
inconceivable, with provision that 
no tax deduction could arise from 
the original write-down to “direct 
cost.”’ 

As to effect on sales organiza- 
tions as a result of the need for 
greater margin between stated costs 





and selling prices, this appears to be 
purely an administrative problem 
which it should be possible to work 
out rather quickly. However, the 
mere statement of the problem at 
once brings to mind another prob- 
lem in connection with pricing and 
determination of profit by types of 
product which may upset some of 
the claimed advantages of the 
direct cost method. 

In a concern which manufactures 
a variety of products using equip- 
ment of different types it is fre- 
quently desirable practice to es- 
tablish departmental overhead rates 
or in some cases, specific machine 
rates, so that recorded costs will 
reflect the use made of the facilities 
actually employed in the manu- 
facturing processes. It so happens 
that most of the overhead factors 
which vary with type of equipment 
are of a fixed nature, for example, 
building maintenance, heating and 
lighting costs, fire insurance, de- 
preciation, real estate taxes, fixed 
portion of power costs, etc. To the 
extent that costs are a guide to 
setting selling prices or measuring 
relative profitability of products we 
would be faced with the necessity 
of establishing varying desirable 
profit margins. That brings us 
right back to the problem of de- 
termining ‘‘normal volume’’ for 
absorption of fixed costs. The 
difference is, that under conven- 
tional methods the normal absorp- 
tion is reflected in the recorded 
while under the proposed 


cost, 
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method it would be recognized (if 
at all) in a different planned gross 
profit margin for each product. 

Considerable effort with some 
progress has been expended by cost 
accountants on the problem of al- 
locating selling expenses to product 
lines. Perhaps one of the reasons 
for the limited progress lies in the 
fact that there is no requirement 
to reflect the allocations in the ac- 
counts. Selling expenses are written 
off as incurred and association with 
specific product lines, where at- 
tempted, is usually used only for 
management statistics with no over- 
all accounting effect. 

In the author’s opinion it would 
be a step backward if, as a result 
of dissociating fixed factory over- 
head from product costs in the 
accounts, we were to lose sight of 
the effect upon costs of the use of 
different types of manufacturing 
facilities. 


DISCUSSION OF 
CLAIMED ADVANTAGES 


The central point of the entire 
subject lies in the effect on interim 
profits of the accounting treatment 
of fixed manufacturing expenses in 
a seasonal business where sales do 
not necessarily parallel production. 
When sales and production are both 
up either method produces favora- 
ble profit figures. When sales and 
production are both down either 
method produces adverse profit 
figures. When production is up and 


sales are down the conventional 
method may produce a more favor- 
able result than the direct cost 
method as a result of absorbing and 
thus deferring more fixed cost in in- 
ventory than is charged to cost of 
sales. When production is down 
and sales are up the opposite effect 
may be produced due to under- 
absorption of fixed expenses. 

In discussing the subject it is 
frequent practice to present a tabu- 
lation consisting of a comparative 
income account for several months 
in which sales, direct or variable 
costs per unit, fixed manufacturing 
expenses and general, selling and ad- 
ministrative expenses are all identi- 
cal. The only difference between 
months is assumed to be in the 
volume of production. It is then 
shown that as a result of overab- 
sorption of fixed overhead in months 
of high production and underab- 
sorption in months of low pro- 
duction (both over-and_ under- 
absorption being taken up in the 
income account), the recorded net 
profit fluctuates widely from month 
to month. Under the direct cost 
method the net profit will be the 
same each month since the only 
costs absorbed by inventory are 
direct variable costs which are as- 
sumed to remain constant per unit. 

The following typical questions 
are then asked: ‘“‘What is our 
profit on a given volume of sales?” 
““How can such inconsistencies be 
explained?”” And then comes the 
statement to end all argument: 
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You can’t make a profit merely 
by manufacturing inventory.” 

Let us overlook, for the purpose 
of this discussion, that the hypo- 
thetical figures are sometimes 
selected to support the desired 
conclusions and also that the profit 
fluctuations may be and frequently 
are smoothed out by deferring both 
under- and over-absorption of fixed 
manufacturing expenses for pur- 
poses of interim statements. Let 
us examine the circumstances just 
as they are presented. 

The proponents of the direct cost 
method in effect say that there is 
no difference in measuring results 
of operations between a manufac- 
turing concern and a mercantile 
enterprise. They say that the only 
measure of performance is sales; 
that no consideration should be 
given in interim statements to the 
degree of effective use of manufac- 
turing facilities from month to 
month. In the opinion of the 
author this viewpoint is in error. 
There is a difference in results of 
operations in a manufacturing busi- 
ness between two months of iden- 
tical sales, in one of which the 
plant is shut down and in another 
of which it is busy preparing for 
expected future business. To ignore 
that difference is questionable ac- 
counting practice. As hereinbefore 
stated, if the fluctuating production 
program is planned that way, the 
recorded profits may be smoothed 
out by the device of deferring im- 
mediate recognition in the income 





account of over- or under-absorbed 
fixed charges.! 

Obviously, it must be assumed 
that inventory is accumulated only 
as appropriate to the needs of the 
business. An inflated inventory 
position created solely to absorb 
fixed expenses may one day result 
in a write-down in a far greater 
amount than the fixed expenses 
included in the stated costs. Mer- 
cantile establishments havenot been 
relieved of the danger of inventory 
write-down merely because they 
are On a prime or direct cost basis. 

Let us consider for a moment the 
statement, ““You can’t make a 
profit by manufacturing for inven- 
tory.” That brings to mind the 
story of the manager on a profit- 
sharing bonus arrangement who in- 
creased his income by the simple 
device of loading up the inventory. 
Suffice it to say that a Board of 
Directors that permitted an in- 
ventory to grow to a point where it 
materially affected the manager’s 
bonus, must have spent its meetings 


1Attention is sometimes called to the 
similarity of fixed manufacturing expenses 
to general, administrative and selling ex- 
penses, which are charged to income in the 
period in which they are incurred, even 
though future periods may benefit thereby. 
One major point of difference may be 
noted, however. The fixed manufactur- 
ing expenses which are deferred through 
absorption in inventory costs are associated 
with tangible physical inventories. Any 
selling expenses which one may wish to 
defer usually could only be associated with 
intangible prospective sales. 
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discussing fishing instead of balance 
sheets; and the public accountants 
who made the year-end examina- 
tion should have had something to 
say about that inventory. On the 
other hand, if the hypothetical new 
manager was able to take hold of a 
shop plagued by shortages of all 
kinds, maintain deliveries to cus- 
tomers and, at the same time, create 
a sound, balanced inventory under 
efficient production control, he 
probably earned his bonus. 

It is true that a company can- 
not increase its profits merely by 
manufacturing inventory. How- 
ever, neither need a company lose 
money when the plant is operating 
at capacity pursuant to a sound pro- 
gram, merely because sales were 
not realized in a particular month. 
To repeat what has been said 
before, there is more to operating 
a manufacturing concern than sell- 
ing. 

The income account reflects the 
results of operations. Those results 
are materially affected by the 
utilization of manufacturing facili- 
ties. Those results are definitely 
different for differing rates of manu- 
facturing activity even though sales 
may not vary. Remember we are 
discussing primarily interim reports. 
The final essence of the results of 
operations is the net income figure. 
It is unfortunate (management 


would be much easier were it other- 
wise) that one figure standing at the 
lower right hand corner of the 
income account cannot by itself 


explain all the factors which con- 
tributed to the result. One of the 
marks of the skilled accountant is 
his ability to aid management in 
interpreting financial statements. 

To summarize, if it is recognized 
that the net income figure is merely 
the final end result of operation and 
that judicious handling of manu- 
facturing facilities has an important 
bearing on that result, it may be 
quite possible to “‘make money by 
manufacturing for inventory.” Like- 
wise, it may be possible to lose 
money by not manufacturing for 
inventory. If a concern accumu- 
lates inventory unwisely the result- 
ing loss may be measured by an 
amount far in excess of the fixed 
manufacturing cost element. The 
prevention of that occurrence is not 
found in the methods of cost ac- 
counting. 


OTHER ADVANTAGES CLAIMED 
FOR THE METHOD 


Let us examine the concept that 
those costs which are functions of 
time should be recognized in the 
income account in the period in 
which they are incurred, i.e., the 
distinction between those costs 
which attach to a period and those 
costs which attach to product. It 
appears to the author that to 
urge this concept in theoretical 
support of the direct cost method 
is a distortion of the theory. The 
criterion as to whether or not a 
cost should be applied to the in- 
come of the period in which incurred 
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is not whether such cost is fixed 
during the period irrespective of 
business activity but, rather, 
whether by its nature it must be 
absorbed by the income of that 
period because, either it represents 
a loss which is ‘‘over the dam,” or 
it represents expenditures from 
which only the current period is 
deemed to benefit in measurable 
degree. In the latter category fall 
most of the selling, general and 
administrative expenses; in the 
former, all such factory costs as 
maintenance of idle plant, excessive 
labor costs due to inefficiencies, 
breakdowns, green help, etc., ex- 
cessive waste and spoilage, strike 
costs, inventory shrinkage and so 
on. It does not seem logical to say 
that superintendents’ salaries, de- 
preciation and factory office sup- 
plies, being fixed expenses, do not 
attach to the product but that 
floor sweepers’ wages, machine re- 
pairs and cutting oil, being variable 
expenses, do attach to the product. 

Another advantage claimed for 
the method is that it more clearly 
sets forth the effect on profits of 
volume fluctuations. Volume of 
what? The answer, of course, is 
volume of sales, whereas plant per- 
formance depends on volume of 
production. Though in the long 
run, we can realize profit only 
through sale of the product, it is 
equally true that overhead costs 
can be absorbed only through pro- 
duction, hence, production must be 
the basis for measuring plant per- 


formance. Obviously, no business 
will last long unless sales and pro- 
duction are equalized over a cycle, 
but as has been stated before, that 
very important problem of business 
management is not solved by a 
particular system of cost account- 
ing. In the meantime, let it be 
remembered that fixed expense is 
fully absorbed (however, that ab- 
sorption may be computed), not 
at a certain sales level but at a 
given production level. 

Finally, there is the claim that 
the direct cost method produces a 
more conservative inventory valua- 
tion, with a corollary that write- 
downs, should they become neces- 
sary, will be less severe than under 
present conventional methods. Even 
if “‘conservative’’ is defined simply 
as synonymous with “lower” (an 
untenable definition) the advantage 
claimed would be short lived. Lower 
than what? The answer, it seems, 
must be “‘lower’’ than some alterna- 
tive permissible method or lower 
than the valuation used by other 
concerns in the industry. It is diffi- 
cult enough to have “Liro” and 
“FIFO” existing side by side. At 
least in that case the differences in 
inventory valuations produced by 
the two methods rest on varying 
concepts of the flow of cost of 
acquisition into cost of sales. The 
method of computing costs does 
not vary. It would be a strange 
state of affairs indeed if two costs, 
one of which omits a large area of 
(Continued on page 18) 
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Corporation or Partnership* 


By ROBERT S. WARNER 


The question of selection of the 
corporate or partnership form of 
doing business becomes important 
when one is contemplating the com- 
mencement of a business or is con- 
sidering a change from one form of 
business to the other. The economic 
and legal aspects of the two forms 
have remained fairly constant and 
may be adequately assessed, but 
progressive changes in the federal 
tax laws have created a consider- 
able disparity between the effective 
rates of tax on corporations and 
partnerships, and in this respect a 
review of the desirability of one 
form over another becomes timely. 
At the inception of the recent 
excess profits tax, the consideration 
of the desirability of one form over 
the other for tax purposes was in the 
direction of the partnership. With 
the repeal of this tax, the trend is 
reversed. 

It shall be our purpose to outline 
briefly the general principles to 
be weighed in making a selection 
and then to analyze scmewhat 
more fully the tax considerations. 


GENERAL PRINCIPLES 


The operation of a_ business 
through the medium of a corpora- 





*A fuller discussion of this subject appears 
in Volume II, Chapter 25, of Montgomery’s 
Federal Taxes—Corporations and Partner- 
ships, 1946-1947. 


tion results in many practical ad- 
vantages and conveniences. It pro- 
vides continuity of the enterprise, a 
result greatly to be desired where 
a close personal relationship exists 
between the parties. In fact, where 
a business is of the type which may 
be operated either as a partnership 
or corporation, this relationship is 
frequently the keystone of the en- 
terprise and by the same token the 
associates will want to provide a 
ready means of succession to or 
division of their interests. The cor- 
porate form will frequently enable 
the enterprise to weather the dis- 
ruptive effects of internal disagree- 
ments which would otherwise cause 
terminations of partnerships. The 
limitation of shareholders’ liability 
in a corporation is a decisive factor 
in encouraging risk when the oppor- 
tunity or need for expansion de- 
velops. The corporate form also 
affords a more logical structure for 
internal management, since it calls 
for direction of designated officers 
through a board of directors, 
answerable to the stockholders. 
That many of these management 
functions may be carried on by the 
same persons, as naturally happens 
in a family- or closely-held corpo- 
ration, does not lessen their legal 
liability though it admittedly does 
carry with it some fiction of the 
separateness of control. The capi- 
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tal stock of a corporation is fixed, 
whereas the capital accumulations 
of a partnership may be subject to 
withdrawal. The corporate form 
is undoubtedly preferred by lending 
agencies. 

In comparison, the general 
features of a partnership are readily 
distinguishable. In the ordinary 
partnership, all the partners are 
liable to third parties for all acts of 
any partner which are within his 
actual or implied powers. The 
partners are jointly and severally 
liable for judgments obtained 
against the firm, which may be 
enforced not only against the assets 
of the firm but also against the in- 
dividual assets of any partner. 
Where the operations require a 
heavy commitment in trade lia- 
bilities, a limitation of credit could 
be invoked, to the detriment of the 
business. But partnerships are more 
flexible than corporations, in organi- 
zation, operation and dissolution, 
and the peculiarities of a particular 
business may definitely require such 
flexibility. 

All partnerships are based on 
agreements, which may be written 
or oral, express or implied. The 
failure to execute a proper agree- 
ment is altogether too common, and 
is conducive to most of the troubles 
which develop under the partner- 
ship form of doing business. An 
oral or implied agreement lacks the 
explicitness and permanency of a 
written document. Some times 
written documents are prepared 


without due consideration to all 
probable contingencies and their 
effects upon the accounting and 
financial phases of the arrangement. 

In summary, it appears that from 
the standpoint of general operations 
the advantages may be with the 
corporate form. But from the tax 
viewpoint, which we shall now 
observe, we note a complexity of 
problems which prevent our reach- 
ing any obvious conclusion. 


THE RELATIVE TAX COST, 
IN PRINCIPLE 


Our consideration of the taxation 
problems should be prefaced by an 
understanding that we are discuss- 
ing an enterprise which would 
probably be classed as a closely- 
controlled corporation if operated 
under that form. Also, a company 
which by sheer size of operations or 
numbers of interested parties could 
operate only as a corporation need 
not be considered. We _ should 
understand that we are primarily 
talking about small businesses. 

On the basis of pure tax prin- 
ciple, the cost of operation as a 
corporation is a substantial addi- 
tional tax liability. The corpora- 
tion itself is subject to tax upon its 
income, a tax interposed between 
the accounting for earnings and the 
distribution of such earnings. The 
stockholders are taxed on dividends, 
and on the gain realized on a sale 
or redemption of their stock. Part- 
nership income or income from an 
unincorporated business, on the 
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other hand, is subject to only a 
single tax. It is taxable only to the 
individual partners or proprietor. 
When a corporation is substituted 
for the unincorporated form, earn- 
ings in excess of reasonable com- 
pensation for services of the owner- 
stockholder may be subject to a 
double tax. Also, a net loss of the 
corporation may not be set off 
against the individual’s compensa- 
tion or other income. To be sure, 
individual surtax may be reduced 
by a favorable spreading of divi- 
dend distributions, or by a liquidat- 
ing distribution taxable as long- 
term gain; but a corporation, par- 
ticularly a family one, is vulnerable 
to the surtaxes on unreasonable 
accumulations and on personal 
holding companies. 

While this basic statement may 
be accepted as correct, in actual 
practice the advantage may lie 
heavily with the corporation. This 
is definitely the case where the rate 
of income is so high that the 
partners are forced to make un- 
wanted withdrawals from the com- 
pany to liquidate their individual 
tax liabilities, thereby depriving 
the company of needed working 
capital. Because the practical ad- 
vantages may outweigh the theo- 
retical disadvantages, we must ap- 
proach the question of a proper 
selection of the business form witha 
full understanding of the specific 
tax factors applicable to each form. 
Each case must be reviewed as a 
separate problem. Sound profes- 


sional advice should be obtained 
and a plan developed to fit a par- 
ticular need. It would be most 
unwise to generalize on a problem 
of this kind. 


SPECIFIC FACTORS AFFECTING 
THE RELATIVE TAX COST 


Two principal factors must be 
kept in mind when calculating the 
relative tax cost of the corporate or 
unincorporated form. First is the 
difference in rates of tax. The 
second is the difference in the con- 
cept of taxable income of a partner- 
ship and of a corporation, and its 
application to the specific case. 

Under present law, the corporate 
rates range from 21% to 38%; 
individual rates from 20% to 91%, 
less a 5% credit. The effect of this 
rate differential in itself becomes 
self-evident when applied to a 
particular problem and need not be 
elaborated here. 

We should, however, inquire into 
the significance of the second factor. 
A partnership itself is not subject to 
income tax. It is however recog- 
nized as the basic accounting unit 
and the partnership is required to 
file an information return predi- 
cated upon its own accounting year 
and methods. From this informa- 
tion return, the partners’ distribu- 
tive shares of income or loss are 
determined. The respective shares 
must be reflected in the individual 
return of each partner. On the 
other hand, the corporation is 


taxed on its own income, the stock- 
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holders being treated as distinct 
taxpayers. Since the members of a 
partnership are required to report 
their distributive shares of partner- 
ship income, no income is realized 
upon its actual distribution, but 
ordinary distributions by a corpora- 
tion, however, are taxable as divi- 
dends. The distributive shares of 
partnership income are affected by 
profits and losses of the partnership, 
while profits and losses of the cor- 
poration have no effect upon the 
individual stockholders’ taxable in- 
come. If a corporation distributes 
property in kind, gain or loss is 
recognized at the date of distribu- 
tion. If a partnership makes such a 
distribution, the gain or loss is not 
recognized until the property is 
subsequently sold. 

Continuing the distinction be- 
tween the taxation of income of a 
partnership and a corporation, we 
should note that in the transposi- 
tion of partnership income to the 
various partners, the tax law re- 
quires a classification of that income 
into ordinary income and deduc- 
tions, capital gains and losses, chari- 
table contributions, partially and 
wholly exempt interest, etc., as if 
the partners were operating as in- 
dividuals. This is important 


because different rules of taxation 
apply to these different classes of 
income. But since a corporation is 
a separate entity, the income dis- 
tributed as a dividend does not 
retain:any of the characteristics of 
the income out of which the divi- 


dend was paid. It does not matter 
whether the income of the corpo- 
ration derives from ordinary earn- 
ings, capital gains or exempt 
interest. In distributing a dividend, 
all of these types of income lose 
their identity and become fully 
taxable as ordinary income. Thus, 
if the operations of the business are 
to include large amounts of tax- 
exempt income, the corporate form 
may be most costly in taxes. 

We have stated that the net loss 
of a corporation has no benefit to 
the individual tax liability of the 
stockholder. It is of benefit to the 
corporation, however, because it 
may be used as a carry-back or 
carry-forward to be applied, within 
limits, to corporate net income of 
other tax years. 

It has also been stated that under 
the corporate form, earnings in 
excess of reasonable compensation 
for services of the owner-stock- 
holder may be subject to a double 
tax. It is important to note that 
in a partnership, salaries to partners 
are treated generally as drawings 
against realized or anticipated 
profits, and merely constitute a 
readjustment of the distributive 
shares of the partners. In a corpo- 
ration, salaries paid to employees 
who are stockholders may serve to 
reduce the double tax by creating 
deductions which may be trans- 
ferred to stockholders as income, 
in lieu of dividends. To become 
deductible, however, salaries paid 
to employees who are stockholders 
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must be reasonable and must not 
fluctuate with earnings. You may 
be sure that such payments will be 
strictly scrutinized by the Treasury 
Department, as will all other busi- 
ness expenses, such as _ interest, 
commissions, royalties, etc., paid to 
working stockholders. But our basic 
conclusion, that a double tax re- 
sults where the net income of the 
corporation is substantially in ex- 
cess of all legitimate salaries or 
expenses paid to stockholders, is 
still a valid consideration in deter- 
mining whether or not to adopt a 
corporate form. For computation 
purposes the number of persons 
sharing in the business income and 
the anticipated amount of distribu- 
tions become important. 

In small businesses, the imposi- 
tion of federal unemployment in- 
surance tax may become a factor. 
For example, under a corporate 
form a working stockholder would 
be counted as an employee. Where 
the state laws establish the number 
of employees at eight (8) for pur- 
poses of the payroll tax, the addi- 
tion of a few employee-stockholders 
might bring the company within the 
taxable group. Under a partnership 
form a working-partner is not 
counted as an employee and the 
deduction of one or two persons 
from the employee class might 
remove the company from the un- 
employment tax group. 

It should be a relatively simple 
problem for an advisor familiar 
with the tax laws to cast up a com- 


parative analysis in a given situa- 
tion of the tax cost of doing business 
as a corporation and as a partner- 


ship or sole-proprietor. Two im- 
portant matters will affect the 
comparative tax cost. One, the 


outside income of the individual 
and second the amount of dividend 
payments. Obviously, if the entire 
corporate net income were paid as 
a dividend, the consolidated tax 
liability of the stockholder and his 
corporation would be greater than 
the tax on his distributive share of 
a partnership. The remedy of this 
situation is not to pay dividends, or 
to hold the dividends to as low a 
figure as possible without incurring 
the penalty tax on unreasonable 
accumulations of earnings. The 
greater the net income of the enter- 
prise, the greater the saving will be 
by using the corporate form, thus 
avoiding the high surtax brackets 
into which the income as a non- 
incorporated business would fall. 
The question may fairly be 
asked, however, to what point may 
dividends be deferred without run- 
ning afoul of the penalty tax on 
accumulated earnings. The law 
imposes a special penalty on cor- 
porations which permit earnings 
and profits to accumulate so that 
the individual stockholders may 
avoid tax. This penalty is imposed 
on the year’s income in which the 
Treasury finds that an unwarranted 
accumulation has occurred. It is 
frequently difficult to determine 
whether there has been an un- 
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reasonable accumulation. Gener- 
ally speaking, no dividends need 
be declared so long as the funds 
accumulated are for the reasonable 
current and future needs of the 
business. Reasonable need implies 
an application of funds in a manner 
not inconsistent with normal busi- 
ness practice. A corporation may 
be accused of accumulating un- 
reasonable earnings if it finds itself 
with surplus funds which it invests 
in unrelated businesses or which it 
uses in any means running beyond 
its normal business needs. Where a 
company is expanding, where it has 
substantial accrued maintenance re- 
quirements, where it has outstand- 
ing indebtedness, or substantial 
research commitments, an accumu- 
lation of excess funds may safely be 
made. The point to keep in mind, 
however, is that the Treasury will 
closely scrutinize any situation 
where it believes there has been a 
deferment of dividends to avoid in- 
dividual surtax. The Treasury has 
employed a rule of thumb which 
results in its investigating any com- 
pany which does not distribute at 
least 70% of its earnings, or which 
has made unrelated outside invest- 
ments, as just mentioned. Even 
though a corporation’s distributions 
may exceed 70%, there is no guar- 
antee against investigation. The 
safest course is to see that sound 
business grounds are available to 
justify the retention of earnings. 
A discussion of the taxation of 
partnerships should mention the 





collateral subject of the family 
partnership. Considerable confu- 
sion has existed in establishing the 
existence of such partnerships for 
tax purposes. The principal benefit 
of creating a family partnership 
relation is to spread the income, 
thus placing it in lower surtax 
brackets. Whether or not a family 
partnership exists is a _ subject 
which is certain to receive the 
closest scrutiny by the Treasury. 
In cases where the husband or 
father provided the funds by prior 
gift, with which the wife or children 
acquired a partnership interest, the 
Supreme Court has held in two 
cases that a partnership did not 
exist. As might be expected the 
decisions were not unanimous. The 
question decided was not whether 
under state law a _ partnership 
existed but rather whether the 
conditions conformed to the re- 
quirements of the Internal Revenue 
Code. 


CONCLUSION 


It has been our intention to pre- 
sent herein some of the numerous 
phases of the subject which should 
be considered in making a selection 
of the proper business form. As 
can be seen, it is not a simple 
problem. Additional expense could 
be incurred and a competitive 
position jeopardized by an im- 
proper selection. An individual 
solution must be worked out for 
each case and considerable thought 

(Continued on page 17) 
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The Bunkers Club 


On Tuesday, May 20th, the 
annual golf tournament of the 
Philadelphia Office was renewed at 
the Merion Golf Club, Ardmore, 
Penna. Fifty-nine golfers started 
and eight managed to finish— 
below 100. 

The Bunkers Club’s usual good 
luck with the weather carried over 
the war years, and despite the 
threatening weather in the morn- 
ing, the sun broke through and a 
pleasant afternoon was had by all. 

This year three cups were at 
stake. THE DRABENSTADT CUP, 
awarded for the lowest net score, 
was won by Jack Thompson. THE 
JOHN Hoop Cup, redonated by 
Harvey Sohner, and awarded for 
the lowest gross score, was won by 
Britt Miller. THE ADAM AVERELL 
Ross Cup was again placed in com- 
petition with the eight low-gross 
players in the tournament com- 


peting at match play, the winner 
being C. Gordon Hodge, Jr. 
Other prize winners were as 


follows: 


Low net—lst Nine. . 
Low net—2d Nine. . 
Low gross—Ist Nine . 
Low gross—2d Nine 
Most birdies 


Nearest to cup on first 

shot on 6th hole . . 
Low gross—par 5’s. . 
Low gross—par 3’s. . 
Kickers’ Handicap . . 


2d low net—lst Nine . 
2d low net—2d Nine . 
2d low gross—Iist Nine 
2d low gross—2d Nine 


Qualifiers for match play: 


Britt Miller 
Bob Engart 
Bill Kelly 
Harvey Sohner 


Jim Gelbert 

Jack Maisch 

Bob Engart 
Harvey Sohner 
Harry Steinmeyer 
John Moneta 


Stan Braddock 
Gordon Hodge 
Ed Pomfret 
Charlie Dougherty 
Les Carfrey 

Bill Dietrick 

Phil Taylor 

Bill Kelly 

Fill Bloomburg 4 


Gordon Hodge 
Fill Bloomberg 
Ed Pomfret 
Jim Gelbert 
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Quarter Century Club 


Mr. Dewey D. Pierce recently 
became the thirteenth member of 
our New York staff to have com- 
pleted twenty-five years of service 
with our firm. On June 24, at a 
dinner at the Pelham Country Club 


attended by partners and staff 
members of the New York office, 
Mr. Pierce was presented with a 
suitably inscribed gold watch to 
commemorate these many years of 
pleasant association. 
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Notes 


Mr. Hewitt was one of ten 
members of the American Institute 
of Accountants who assisted the 
Appropriations Committee of the 
House of Representatives last 
spring in analyzing appropriations 
requested by government depart- 
ments. The services rendered by 
this group of accountants were 
warmly praised by Representative 
Wigglesworth from the floor of the 
House. 


On June 13 Mr. Richardson ad- 
dressed the Middle Atlantic States 
Accounting Conference, in Wash- 
ington, D. C., on the subject 
“‘Federal Tax Legislation—New and 
Prospective.” 

On June 18 Mr. Richardson 
spoke on “How to Get the Best 
Tax Position When Selecting the 
Form of a Business.”’ The talk was 
given before a group of business 
and professional men attending the 
Institute on Business, Finance, and 
Taxation conducted by The Penn- 
sylvania State College. 


Mr. Sinclair is a member of the 
Committee on Nominations of the 
American Institute of Accountants. 
The committee has submitted its 
nominations with respect to the 
election of officers and members of 
council of the Institute for 1947- 
1948. 


The national convention of the 
Robert Morris Associates is sched- 
uled to be held in San Diego this 
coming October and the California 
Society of Certified Public Ac- 
countants will take part in one 
meeting to discuss questions pro- 
pounded by bankers from all parts 
of the country. Mr. Walter Drae- 
well, of our San Francisco staff, 
has been invited to become one of 
six members on the panel. 


Several members of our San 
Francisco staff are engaged in 
teaching activities at the Golden 
Gate College Graduate School of 
Accountancy. Mr. Myron M. 
Strain, Dean of the college, was 
formerly associated with our San 
Francisco office. Of fourteen regu- 
lar faculty members, four are former 
members of our staff and three are 
now on the staff—Messrs. Bu- 
chanan, Karg, and Smith. In 
addition, Messrs. Giles and Henry 
are guest seminar leaders. 


Mr. Edmund A. Staub and Mr. 
Charles V. Blum, both of our 
Baltimore office, are serving on 
committees of the Maryland Asso- 
ciation of Certified Public Account- 


ants. 
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The following members of our 
organization have been admitted 
to membership in the American 
Institute of Accountants: 


Grant H. Miller, Philadelphia 
Richard P. Miller, New York 
William Morris, New York 

James H. Munro, Los Angeles 

John C. Padgett, Detroit 

Katherine E. Pfeifer, Cleveland 
William G. Ralston, Jr., Philadelphia 
Royal J. Ridgway, Cleveland 

Joseph S. Sokodich, New York 


Mr. R. F. Purcell, of our Seattle 
staff, has passed the Washington 
C.P.A. examination. 

Mr. Foster L. Reed, of our 
Pittsburgh staff, has passed the 
Pennsylvania C.P.A. examination. 

Mr. R. B. Sims and Mr. W. R. 
Loomis, of our San Francisco staff, 
have passed the California C.P.A. 
examination. 








Corporation or Partnership 


(Continued from page 13) 


must be given to the trend of tax- 
ation as it may affect future de- 
velopments in the corporate field. 
It must certainly be noted that 
there is a strong movement toward 
the elimination of the double tax 
on corporate distributions. No 
one knows when this will occur but 
the possibility exists. Many other 
points relating to this general 
problem must be considered, in- 
cluding the treatment of capital 
gains and losses, charitable con- 
tributions, the taxability of associ- 


ations resembling partnerships, tests 
for determining the existence of 
partnerships, the danger in corpo- 
rations formed without legitimate 
business purposes, the tax-free re- 
organization provisions available 
in the event of changes from one 
form to another, and soon. Above 
all, it has been our purpose to 
emphasize the need for sound 
professional advice. It would be a 
mistake to assume that our tax 
problems have been eliminated with 
the repeal of the excess profits tax, 
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Some Thoughts on the ‘Direct Cost”? Method 
for Valuing Inventories 


(Continued from page 17) 


cost included in the other, were 
both recognized as in conformity 
with generally accepted accounting 
principles. So, once the proposed 
method is recognized, comparative 
conservatism disappears. 

As to the increased cushion 
against inventory write-downs: 
Without going into all of the 
ramifications of “‘cost or market, 
whichever is lower,” let us only 
consider write-down to replacement 
cost and write-down to realizable 
value, less applicable selling, general 
and administrative expense. In the 
first circumstance, the lower re- 
placement cost is largely in direct 
material and labor and possibly in 
the variable overhead expenses of 
indirect labor and supplies. Rarely 
would there be any reduction in 
the “‘replacement cost” of fixed 
expenses. 

In the second instance, we now 
reduce realizable value by a per- 
centage representing selling, general 
and administrative expense, and 
perhaps some provision for normal 
profit, to arrive at sound inventory 
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value. Under the direct cost method 
we would have to increase the 
margin to provide for fixed manu- 
facturing expenses. The write-down 
may work out to be less than under 
present methods, but it is by no 
means a mathematical certainty. 


CONCLUSION 


All accounting principles must be 
applied in a manner which gives 
due consideration to all the cir- 
cumstances surrounding the concern 
and type of operation under ex- 
amination. It may be that under a 
given set of conditions the direct 
cost method will produce financial 
statements which best reflect a 
company’s financial position and 
results of its operations. The 
author concludes, however, that for 
manufacturing business in general 
there is little if any advantage in 
changing to the direct cost method 
for valuing inventories and that the 
proposed method may, in fact, 
result in loss of significant mana- 
gerial information. 
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